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introduction
In the global economy dominated by multinational enterprises (MNEs), foreign investment represents the main form of international business activities. As a nondebt form of financing economic growth, FDI brings capital, technology and know-how, thus contributing to a local economy's productivity and development. The resulting improvements in competitiveness contribute further to increasing internationalization and easier access to foreign markets.
However, the global financial crisis (2008/2009) has considerably reduced international capital flows and has almost halved FDI worldwide, with the most pronounced fall throughout developed countries, including the EU (by 40-60%), followed by a slight improvement in 2011 (16%). The main risk for further positive developments still comes from the unstable business environment and problems of global economic governance in light of the sovereign debt crisis and financial sector problems (euro-zone). As it is, the pressure for further internationalization compels MNEs to business restructuring, which recently helped them to improve their business performance and, hence generate new investments on a global scale (UNCTAD, 2012; 2011).
The different motives for FDI call for specific location advantages of recipient countries (Dunning, 1993; . Resource-seeking FDIs look for valuable resources which can justify relocation of production to another country. This type of FDI is nowadays increasing in value and in number of projects, as it is mostly concerned with investments into oil processing, and agriculture and food production (UNCTAD, 2010). Meanwhile, market-seeking FDIs are primarily aimed at achieving a stable and growing market share through entering new markets, sometimes even with the purpose of avoiding trade barriers (more in: Bergstrand and Egger, 2007; Clausing and Dorobantu, 2005; Girma, Greenaway and Wackelin, 2002) . Investments of this type are primarily focused on supplying local or neighboring markets, creating backward-and forward-linkages, or merely adjusting products and services to local tastes and consumer preferences (Leffileur and Maurel, 2010; Borrmann, Jungnickel and Keller, 2005) . The main location advantage for this type of FDI is access to a large market with solid growth prospects and a favorable investment climate.
The main objective of efficiency-seeking FDI is improvement in production efficiency through differentiation and geographical separation of the stages of production, or individual business activities, according to the local comparative advantage of the host economies. Creation of such an international value chain makes it possible for a large number of companies from different countries to take part in business internationalization and come into possession of new technologies and know-how. This also enables less developed (transition) countries to take part in international production and achieve competitiveness in narrow market niches, as long as they foster an open market policy with solid absorption capacities in terms of human capital and knowledge creation 1 . However, local market conditions should also include human capital as the main factor for attracting FDI in the long run (Wang and Swain, 1995; Barell and Paine, 1999) . Technological advance, internalization of MNE ownership advantages and market deregulation nowadays put strong emphasis on knowledge creation, thus destining low wage countries to attracting labor-intensive production of standard technology and stagnant market demand. Finally, strategic assets-seeking FDIs are focused on increasing and diversifying MNEs' own assets, also including strategic positioning on monopoly or oligopoly markets. Companies with this motive usually have a longer time horizon and are engaged in large privatization projects (e.g. Eastern Europe during the 1990s).
The significant inflow of FDI that Croatia realised throughout the 1990s and in the first decade of the new millennium failed to exert any significant positive effects on the local economy (Derado, Škudar and Rakušić, 2011; Vukšić, 2005; Bačić, Račić and Ahec Šonje, 2004). Regarding the current global economic turmoil, which was reflected in the amount and structure of FDI worldwide, as well as the only slow improvement in business climate throughout South East Europe, it is reasonable to expect a downward pressure on dynamics of FDI-inflow in Croatia and other South East European countries (SEEC) in the future. By hypothesizing that Croatia has realized sub-optimal effects in attracting FDI, and that competition in this field is expected to grow further (East Asia, new EU-members), the aim of the paper is to reveal determining factors behind total inward FDI to transition countries in order to find out the capacities of Croatia in hosting new FDI. Analysis will, thus, indicate the most important determinants of FDI, and empirically verify the underlying theoretical hypotheses.
The relevance of the topic arises from the fact that the model of economic growth based on increasing domestic demand financed through foreign credits is no longer sustainable due to the worsening external position of the analyzed countries and fiscal and financial problems of the main investor countries. Complexity of theoretical and empirical analysis in this paper comes from the combination of two models -gravity equation, and increasing returns to scale -in explaining inward FDI. Analysis at a lower level of data aggregation (bilateral FDI-flows for country pairs), longer time series and a large group of transition countries as a benchmark for the SEEC, as well as calculation of potential, also known as "theoretically expected" level of FDI, are the main characteristics of this approach which, to the best of author's knowledge, includes Croatia for the first time. The relevancy of this paper from the economic policy perspective lies in its contribution to a better understanding of the factors behind bilateral inward FDI and the limits to its further growth in Croatia.
The paper consists of five sections. After the introduction, section two gives the theoretical background of FDI with reference to relative factor endowment, increasing returns to scale and MNE cross-border operations. Section three includes an overview of the amount and composition of FDI in Croatia and other transition countries, including the SEEC. Empirical analysis of the main determinants and expected levels of inward FDI to Croatia are presented and discussed in section four. The final section concludes. Early papers used to explain capital flows (primarily portfolio investment) as pure interest rate arbitrage, while later contributions, based on the neoclassical paradigm, viewed them as an outcome of international differences in marginal revenues (Frenkel, Funke and Stadtmann, 2004; Hosseini, 2005) . However, the first significant contribution to understanding FDI as an outcome of the MNE business activities was provided by Helpman (1984) . His analytical model with labor and headquarters services as the main production factors included two products -a homogeneous (labor-intensive), produced with constant returns to scale, and a differentiated, intensive in headquarters services and produced with increasing returns to scale. By assuming the differences in the relative abundance of production factors across countries and without trade barriers, the pattern of trade is determined by differences in relative factor endowment and relative country size.
Further refinements of this approach can be found in Helpman and Krugman (1986) where inferences of new trade theory are applied onto MNEs in a more straightforward manner. Apart from intra-and inter-industry trade, and with standard model assumptions and cross-country differences in relative factor endowment, the model introduces intra-firm trade in knowledge-intensive headquarters services 2 . By combining the principle of factor proportions with product differentiation and scale economies, this model explains FDI as a form of vertical business integration which occurs as an outcome of the differences in relative factor endowment between countries 3 .
brainard's "proximity-concentration trade off" and horizontal fdi
Contrary to factor proportions, Brainard's approach assumes identical relative factor endowment across countries which, through multinational business activities, results in horizontal FDI. Here, two sectors are assumed -one with homogeneous goods produced under constant returns to scale, and the other with differentiated products and increasing returns to scale at firm level. Together with identical consumer preferences across countries, the model further supposes scale economies at plant level, existence of trade barriers and transport costs, and monopolistic competition of the Chamberlin type in a differentiated goods sector (Brainard, 1993). Due to the presence of transport and transaction costs on one hand, and scale economies on the other, the main reason for locating MNE affiliates abroad is to be found in a trade-off between the additional cost of exporting and the extra cost of starting production abroad. If the variable cost of exporting is higher, compared to operating business abroad (and closer to target market), horizontal FDI will increase.
This model results in three types of equilibrium -pure multinational, pure trade and mixed equilibrium. In a pure multinational equilibrium, due to high trade and transport costs and relatively small fixed costs of setting up production plant abroad, multinational production will dominate and completely replace trade in final goods with the sole exception of trade in "invisible" headquarters services (for further details see: Brainard, 1997).
markusen's integrated treatment of horizontal and vertical fdi
Based on industrial organization approach, Markusen set multinational activities within the general equilibrium trade model and provided an explanation of horizontal and vertical MNE-activities. The "knowledge-capital model" consists of two countries, two homogeneous goods and two production factors (skilled and unskilled labor). The unskilled-labor intensive product is produced under constant returns and perfect competition, while the skilled-labor intensive one is produced with increasing returns to scale under monopolistic competition, or oligopoly of the Cournot type. The skilled-labor intensive product uses headquarters services (Markusen and Maskus, 1999 (Carr et al., 1998) . Skilled-labor intensive headquarters services, which are central to the "knowledge-capital model", are assumed to be easily separated from production, transferred to dislocated production, and shared among different production plants (Markusen, 2002) . Vertical or horizontal MNEs give rise, through the nature of their cross-border business activities, to vertical or horizontal FDI. Vertical FDI are seen as an outcome of the geographical separation of business activities by stages of business process, while horizontal FDI introduce expansion of the same production across countries. The simultaneous explanation of both types of FDI, that is, the greatest advantage of the knowledge-capital model is possible owing to the coexistence of trade costs and differences in factor intensity in the same model.
Country and industry characteristics have a significant impact on the nature of MNE activities and type of FDI. Horizontal FDI will arise when there is simila rity in market size and relative factor endowment (factor costs) between FDI-home and -host country, and when the transport costs are high (Markusen and Venables, 1998) . Vertical FDI occurs when countries are of a different size and with production facilities located in a country with a large domestic market that makes it possible to achieve plant-level economies of scale; headquarters services are performed by a country relatively endowed with skilled labor. 
dynamics and structure of inward fdi in eastern europe
Dynamic inflows of FDI marked the period of mature transition in Eastern Europe. The highest annual inflow has been realized by the advanced transition countries like Poland, the Czech Republic and Hungary which also stand out in 2010, according to their FDI stock. Meanwhile, the SEEC have realized much weaker inflows, mainly due to a sluggish economic liberalization and institutional reforms, as well as the slow association process with the EU. Among those, only Croatia and Serbia have realized a higher annual inflow (table 2) . Recently, FDI inflows have accounted for less than 25% of national gross fixed capital formation in the analyzed countries, although in some of them this indicator goes up to 30% (Albania) or even 130% (Montenegro). However, the crisis has considerably reduced reliance on this form of external financing, since in some countries this share is considerably below the EU-average (9.7%), or that of developed countries in general (8.4%).
Despite the increasing outward investment of countries like Hungary and Slovenia, transition countries generally remain net recipients of FDI. Indicator of cumulative per capita net FDI-inflow reveals a more accurate picture as to the success of individual countries in attracting foreign capital. In this respect the highest inflow is realized by the most successful transition countries, but also by Bulgaria, Croatia and, recently, Montenegro (figure 1). While indicators of FDI inflow point to the amount and dynamics of incoming investment, FDI-stock reveals, however, real effectiveness of the realized investments 5 . Figure 2 shows that in Central Europe hardly any country compares to the Czech Republic in terms of the realized FDI stock per capita, followed by Slovakia and Hungary. In South East Europe Croatia and Montenegro exceed the average of the advanced transition countries. The remaining SEEC realize significantly lower values of this indicator. Following the solid growth during the second half of the 1990s, foreign investment in Croatia has gone through a steady period marked by annual inflows of approximately USD 1 bn. After 2005, Croatian inward FDI rose substantially and peaked in 2008 at slightly more than USD 4 bn. As a consequence of the economic crisis, FDI was halved in 2009, leading to a steep fall to USD 400 mn in 2010 and just a modest recovery to approximately USD 1.5 bn in 2011 (CNB, 2012).
figure 1 Cumulative net inflows of FDI per capita in the European transition countries (in thousands USD
As far as the form of inward FDI is concerned, in the majority of the analyzed countries, including Croatia, equity capital dominates, whereas larger shares of reinvested earnings can be found only in the Czech Republic, Estonia, Lithuania and Slovakia. According to the structure of inward FDI-stock by economic activities, there are differences between the new EU members and the countries from South East Europe. The new EU members have realized about one third of inward FDI in manufacturing, followed by real estate, financial intermediation and trade. Among the SEEC the largest share of FDI in manufacturing was realized in Bosnia and Herzegovina and Macedonia (30%) which compares well with the figures of the advanced transition countries, while the Croatian share of manufacturing FDI amounts to 25.8%. By the beginning of 2012 Croatia had received most of its FDI in services (68.4%) with financial intermediation (33.9%) and trade (13.7%) leading the way, followed by investment in real estate (10.1%), transport, storage and communication (8.6%) and tourism (2.1%). As expected, investments in the SEEC went mostly to activities on a lower scale of value added like food processing, basic metals, non-metallic mineral products, and in some cases oil processing. Meanwhile, the advanced transition countries received FDI in production of transport equipment, electrical and optical instruments, and machinery and equipment. Regarding the sector composition of inward FDI, Croatia closely resembles the SEEC group with 40% of all manufacturing FDI in production of refined petroleum products, followed by other non-metallic mineral products (17.3%), food products (10.7%), and pharmaceuticals (9.4%) as the only exception to this general pattern. The regional structure of inward FDI to the SEEC reveals significant presence of investors from the EU with the Netherlands, Austria and Germany as the main FDI-home countries (WIIW, 2012).
country-specific factors as determinants of fdi in transition economies

relevance of the concept of potential fdi
The question of "the upper boundary", or economic capacity for receiving new FDI is an important topic on the economic policy agenda for all countries, especially those that are net recipients. The reasons for this are manifold. Foreign direct investment has a strong potential for economic growth and development, and usually takes precedence among the strategic goals of many less developed countries. Although the advanced transition countries of Central and East Europe have enjoyed positive FDI spillovers, and have successfully gone through structural and economic reforms towards the EU membership, the countries of South East Europe have either failed to take advantage of the foreign presence in their economies, or have started receiving large amounts of FDI relatively late. Due to slow economic and institutional reforms and non-membership in the EU, it becomes important for the SEECs to find out factors upon which the amount and quality of inward FDI depend, as well as to find out their real capacities for hosting new FDI in the future 6 . Furthermore, FDI opens the way to capital inflows without pressure on the recipient country's external position (Ramirez, 2006; Chakrabarti, 2001 ). Finally, after the "first wave" of FDI, mostly related to privatization projects and aimed at strategic market positioning of foreign investors, these economies should now develop into genuine investment-friendly locations with stabile long-term inflow of foreign capital. This calls for identification of the most important factors which determine a country's economic capacity for hosting new FDI. However, uncertainties on the international market do not contribute to easy realization of the above goals. A slow recovery of global FDI, the rising importance of developing countries, and a shift of FDI from the manufacturing to the primary sector and services will determine the situation on international capital markets in the medium and long run 7 .
figure 3 FDI stock/capita in the European transition countries (in thousands USD), 2010
EU-members Non-members of the EU World Attracting new FDI has become an internationally competitive task for governments (Dunning and Narula, 1997) in which both trends on the international capital markets and a country's own economic capacities for hosting FDI, together with factors determining the expected amount and structure of inward FDI, have 6 In the Vinerian tradition of trade creation and diversion, many studies tried to find out the effects of economic integration on FDI. Generally, economic integration contributes to increasing FDI for participating countries, yet without negative effects on "third countries" (Kreinin and to be considered. Furthermore, finding out FDI-growth potentials by benchmarking the countries with the more successful counterparts (e.g. new EU members), should indicate the remaining economic and institutional reforms necessary to increase local market attractiveness for new investments 8 . According to the FDIstock-to-population ratio, Croatia is relatively well positioned among the transition countries, as its FDI per capita (USD 7,800) compares well with the average of the 10 new EU-member countries. Croatian FDI-stock/capita is double the average of non-EU-members which makes Croatia a leading recipient of FDI in the region ( figure 3 ).
Relative indicators of FDI show that Croatia had large amounts of inward FDI, both compared to the ten new EU member countries and the remaining transition countries ( figure 4) . According to the FDI-to-GDP-ratio and the ratio of FDI inflow to gross fixed capital formation, the advanced reform countries of Central and East Europe are ranked high, while the less advanced countries take lower positions with the respective shares of approximately 40% or less. Croatia is again relatively well positioned with almost 60% of FDI-to-GDP ratio and a relatively low level of FDI inflow, as measured by the value of gross fixed capital formation. The data presented indicate that some countries have reached relatively high levels of FDI, measured in terms of their domestic market and its absorption capacity, and that it might become difficult for them to host new FDI in the future without generating stronger economic growth.
references to similar empirical literature
The question of finding out potential FDI is closely related to investigating the determinants of FDI flows. Empirical studies which include today's transition countries before the 1990s, are relatively scarce and mostly focused on the "core economic variables" and the cost-related factors. Wang and Swain (1995) analyzed the determinants of inward FDI to Hungary and China (1978) (1979) (1980) (1981) (1982) (1983) (1984) (1985) (1986) (1987) (1988) (1989) (1990) (1991) (1992) and proved the relevance of local market size and its growth potential, together with typical cost-related factors (wages, trade barriers and exchange rate). Ang (2008) , in his study on Malaysian FDI, came to a similar conclusion on the importance of local market conditions and factors influencing production costs. This study also proved that Malaysian inward FDI grew despite the problems of increasing country risk and the Asian financial crisis. A similar analysis of Chilean FDI during the 1990s proved the relevance of GDP from previous periods as a determinant of inward FDI (lagged GDP variable), assuming that investment decisions are based on the future expectations generated from the realized level of development and implicitly on the perception of growth dynamics (Ramirez, 2006) . This study makes strong reference to a country's external position (balance of payments and external vulnerability), as well as to the political stability, as determinants of inward FDI. 
Bellak, Librecht and Riedl (2008) analyzed the factors behind bilateral FDI-flows of the CEEC. Based on the panel-gravity approach this study proves relevance of all typical gravity variables and cost-related factors as an approximation of the cost competitiveness of FDI recipient country. The analysis proved that the strongest impact on the dependent variable came from the baseline gravity specification of the regression, while showing that cost-related factors offer large "playing field" for government intervention aimed at increasing inward FDI. Garibaldi, Mora, Sahay and Zettlemayer (2001) carried out analysis on a large sample of transition countries during the 1990s. They differentiated between greenfield and portfolio investment and ran independent regressions on these two dependent variables. A detailed specification of explanatory variables includes indicators of macroeconomic stability, institutional reform indicators, and specific structural variables describing financial market development. This paper gives strong support to "economic fundamentals" (such as macroeconomic stability, level of economic reforms, trade liberalization and privatization method) as the determinants of greenfield investments. Carstensen and Toubal (2004) hypothesized that differences between the advanced CEEC and the SEEC in attracting foreign investment cannot be explained only by "traditional variables" (GDP, cost-related factors and level of education), and introduced transition-specific variables, which proved relevant, into the dynamic panel model.
In an analysis of Croatia, Deichmann (2013) tried to find out the determinants of inward FDI during the second decade of transition (2000-2009). With a gravitytype regression equation he analyzed bilateral Croatian FDI and found out that the agglomeration forces, relations with the EU, historical linkages and bilateral trade relations determine the nature of Croatian inward FDI, whereas he found no support for typical gravity variables.
The analyses of the economic integration effects included a dilemma about complementarity, or substitutability between FDI and trade 9 . In an attempt to answer that question Di Mauro (2000) created a model which combined aspects of a gravity equation and the increasing returns to scale variables, in an analysis of bilateral FDI-flows among OECD-countries. This group of variables included composite indicators like size similarity, "economic space" (sum of two countries' GDPs), and index of differences in the relative production factor endowment. Besides confirming the relevance of variables originating from new trade theory, Di Mauro (2000) showed that the exchange rate had no adverse impact on FDI flows (as long as it remained reasonably stable), nor do tariffs (implying the absence of the "tariff-jumping"-motive of FDI). These results come as no surprise taking into determinants of fdi in transition countries and estimation of the potential level of croatian fdi financial theory and practice 37 (3) 227-258 (2013) account the analyzed sample of developed open economies with stable exchange rates. Christie (2003) used a similar methodology to analyze bilateral inward FDI to the CEEC and the SEEC in order to determine the pattern of FDI. The results showed that FDI to the advanced transition countries (CEEC) were mostly of a horizontal type, whereas that pattern for the SEEC remained unclear. Further, the paper proved the relevance of similarities in market size, "size effect", and the relative difference in factor endowment as explanations for the differences in cross-country investment flows.
Buch, Kokta and Piazolo (2003) were primarily concerned with the application of the concept of "potential" FDI on estimating the effects of the EU-enlargement (CEEC) on old members (Portugal, Spain). By estimating typical gravity equation for bilateral FDI-flows, they came to a conclusion that there occurred no "redirection" of FDI from the old to the new EU-members, as they proved that potential or theoretically predicted FDI generally correspond to the actual level of FDI. , whereas the analysis of non-privatization-related FDI as the dependent variable was performed on the aggregate level, as well as for country pairs. The results showed no statistically significant difference between the CEEC and the SEEC regarding the determinants of FDI inflows. An interesting insight into the analysis of potential FDI is offered by Borrmann et al. (2005) who focused primarily on German outward FDI, trying to find out the position of actual vis-á-vis potential FDI from Germany to four recipient countries from Central and East Europe. The novelty of this approach is that it takes into account not only the market potential of FDI target countries, but also that of the neighboring markets. General conclusion is that the realized German FDI to the analyzed countries is higher than the estimated level of potential FDI. Babić and Stučka (2001) analyzed the determinants of Croatian inward FDI and found out that the strongest influence on FDI inflows came from agglomeration effects and income, followed by indicator of credit rating. The variable of trade openness is not significant in the analyzed model, which is not surprising regarding the ongoing process of Croatian trade liberalization at the time of the analysis (1992-1999).
The above evidence shows that the SEEC have been much less analyzed than their more successful counterparts from Central Europe, and that Croatia has rarely dražen derado: determinants of fdi in transition countries and estimation of the potential level of croatian fdi financial theory and practice 37 (3) 227-258 (2013) 242 been in the focus of these analyses. This paper adds to the existing literature on FDI in transition countries by focusing on the SEEC which still lag behind in terms of inward FDI and their location characteristics. In doing so, the originality of the paper arises from investigating the determinants of inward FDI by combining typical gravity variables and those of increasing returns to scale. The paper, furthermore, uses the advanced CEEC as a benchmark and calculates potential level of Croatian inward FDI by individual FDI-home countries. In contrast to similar empirical studies, this paper considers a larger group of countries for the analysis of bilateral FDI and observes data over a longer period (1990) (1991) (1992) (1993) (1994) (1995) (1996) (1997) (1998) (1999) (2000) (2001) (2002) (2003) (2004) , which is strictly determined by the first wave of the EU-enlargement in 2004, as otherwise the analysis would go into the direction of estimating the integration effects on FDI flows, which is beyond the scope of the paper (see : Medvedev, 2011; Kim, 2007; Petroulas, 2007) .
model specification and results
In order to explain the factors which determine FDI flows to transition countries, the following model incorporates three groups of explanatory variables: the typical gravity variables, variables based on increasing returns to scale and institutional variables (for detailed explanation of the variables and the data sources see table A1 in the appendix).
The gravity-type variables are designed according to Linnemann (1966) and include GDP, population and income of both FDI home and host countries, but also the factors that can additionally influence bilateral economic relations -either positively (common border, participation in the same economic integration, cultural similarities), or negatively (trade and transaction costs commonly approximated by physical distance). Gross domestic product, as the absolute measure of market size and the realized level of economic development, determines a local economy's general efficiency level and its capacity for achieving economies of scale, the latter being critical for small economies (Chakrabarti, 2001; Ang, 2008) . GDP is, therefore expected to significantly influence FDI flows. By approximating the potentials of economies of scale, GDP is expected to put less pressure on FDI outflow in the case of big economies, while the opposite holds for small developed economies. In the case of recipient countries, increasing GDP is expected to influence inward FDI positively. Variable of income (GDP/capita), as an indicator of purchasing power on the local market, but also an approximation of local labor costs, can have both a positive and a negative effect on inward FDI 10 . Population of both source and recipient country of FDI usually have opposite effects on bilateral FDI flows. Whereas a large population of the FDI home economy might reduce local companies' interest in foreign markets, large population of host economy can, however, turn this lack of interest into generation of new investments. The role of distance in the FDI-gravity-model is not always straightforward. In light of the "proximity-concentration hypothesis" and assuming that FDI is used to replace the existing trade flows, a positive relationship between distance and FDI can be expected. In a simpler case in which capital circulates between countries at different levels of development, a negative relation between distance and FDI can be expected. The variable of a common border, can, in the same sense, have a positive influence on FDI-flows. Association with the EU will presumably also have a positive influence, since it includes economic reforms and restructuring, implementation of common policies, as well as legal and institutional approximation with the EU-standards.
The analysis also includes variables based on increasing returns to scale, imperfect competition and product differentiation (Helpman and Krugman, 1986 ) which make it possible to disentangle various types of FDI (horizontal and vertical) and the underlying motives for investment (market-and efficiency-seeking) empirically. These composite variables are based on GDP of FDI home and host countries and are, therefore appropriate for analyzing bilateral investment flows (Di Mauro, 2000) . The variable of GDP similarity explains the extent to which similarity in economic size between countries is responsible for generating bilateral cross-border investment. Consequently, the more similar the countries, the larger investment flows they create. The variable of GDP size, which, by adding together GDPs of two countries, measures the size of their bilateral "economic space", is expected to positively influence FDI. Finally, the variable of differences in the relative factor endowment (GDP/capita-difference) should capture the impact of different composition of production factors across countries, on the structure and the amount of inward FDI. Accordingly, large differences in endowment between countries would indicate vertical FDI, while small differences would indicate horizontal FDI.
Institutional variables aim at capturing specific characteristics of transition economies like trade and foreign exchange liberalization, privatization, and the share of trade with non-transition countries. Contractual relations with the EU can also be seen as an indirect measure of institutional reforms, since they incorporate legal and institutional approximation to standards of the developed countries, usually seen as a solid guarantee for an investment-friendly environment.
The analysis that follows is primarily focused on country-specific determinants of inward FDI and aims at revealing the main factors behind the bilateral FDI flows to Eastern Europe during the period in which some countries became significant recipients of FDI (1996 FDI ( -2004 . In doing so, this analysis incorporates 12 FDI host economies 11 and the five single most important foreign investor countries in the region (the Netherlands, Germany, Austria, France and USA). The dependent 11 Based on contractual relations with EU this group includes: Bulgaria, Croatia, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Macedonia, Poland, Romania, Slovakia and Slovenia. By 2004, the majority of them had finished accession negotiation (Bulgaria and Romania being prospective members), whereas Croatia and Macedonia had signed their Stabilization and Association Agreements. -privatization-related) . This type of variable is more appropriate for analyses with longer time series and focused on FDI determinants. The variable of FDI stock is usually more stable over time and, unlike flow-variables, rarely takes negative value or zero 12 . Correlation matrix of explanatory variables can be found in table A2 in the appendix.
Regression equation of ln-linear form in all variables (except dummies) is analyzed by the OLS-method:
Ln inwardFDIstock = Const. + β 1 Ln X 1 + β 2 X 2 + … + β n Ln X n + μ (1) and has produced the results presented in table 3. The results confirm the theoretical expectations about the relevance of the selected variables, as well as their signs and statistical significance, in explaining transition countries' inward FDI. Model 1 corroborates the existence of a "gravity-type behavior" of FDI which means that typical "push and pull" factors have played important roles in determining the amount and the direction of FDI¸ a finding consistent with that of Bellak et al. (2008) . Model 2, based on imperfect competition and increasing returns to scale, reveals that motives like economies of scale, or dispersion of business activities across countries according to factor intensity and relative factor endowment add to the explanation of the forces behind the realized FDI in Eastern Europe.
The strongest influence on inward FDI in the gravity model comes from the level of development (GDP) and the income of both source and recipient countries of FDI. This outcome shows that high-income and capital-abundant countries have created more direct investment and were primarily attracted by large economies with lower production costs. In contrast to the existing empirical literature, this analysis proved a negative sign and statistical significance of GDP/capita variable for FDI-host economy confirming the above, and indicating that high income (and high wages) reduced the amount of inward FDI to transition countries. A strong influence also comes from trade openness, indicating that free access to the international market was an important factor in attracting FDI. This is further corroborated by the presence of the variable "trade with non-transition countries" in the final model. This variable resembles the degree of the transition countries' trade re-orientation towards developed markets and the underlying growing competitiveness and successful restructuring they have gone through. This can, at least partially, explain the lagging behind of some SEEC in terms of modest investment inflows. As expected, distance had an adverse impact on FDI, indicating that geographical proximity contributes to generating more FDI. Furthermore, the prese nce of dummy variable for common border corroborates the above, by indicating that neighboring countries have stronger potentials for this type of economic cooperation. Finally, another dummy variable, intended to grasp positive influence of manifold aspects of relations with the EU, is again proved relevant for transition countries, as also confirmed in Deichmann (2013) and Clausing and Dorobantu (2005) . This outcome comes as no surprise since it is known that association with the EU opens up free access to large market, stimulates legal and institutional reforms, and gives credibility to a country as investment-friendly location.
Model specification based on the concept of increasing returns to scale confirms the relevance of the variables, which show that market size and respective (dis) similarities among countries play an important role in determining bilateral FDI (similar to findings in Di Mauro, 2000) . This is shown by a high value of the estimated parameter for variable GDP-size, as a measure of "common economic potential" of two countries. However, the variables measuring the degree of similarity of GDPs (GDP-similarity and GDP/cap-difference) have realized a slightly weaker influence on the transition countries' inward FDI. The relatively low value of the estimated parameter for the variable "differences in GDP per capita", shows that the degree of income similarities did not strongly determine the realized level of FDI, while the negative sign indicates that the majority of FDI were horizontal, or market-seeking. Regarding the dominant share of the CEEC in total inward FDI of the analyzed sample, this result is not surprising and correlates well with that in Christie (2003) . However, this model specification abandoned the importance of the common border, since this variable entered the model, but remained statistically insignificant.
As for the institutional variables, the only one which entered the final model specification is that of small scale privatization which achieved the highest parameter value estimated. Other institutional variables such as large scale privatization, or foreign exchange and trade liberalization did not prove relevant and were, therefore, left out of both models. Explanation for that possibly lies in different models of large scale privatization across countries (e.g. direct sale vs. insider privatization). On the other hand, absence of the indicator of exchange rate from the model can perhaps be explained through its relative stability (finding in line with Di Mauro, 2000) . However, these issues need further research, possibly through improvement of the presented analytical models, either in terms of alternative variable selection, measurement method of the variables like privatization method, exchange rate, or unit labor costs (see: Bellak et al., 2008) , or taking into account the dynamic nature of FDI.
The above models have been used to calculate potential Croatian inward FDI stock. Based on the actual macroeconomic data and the best scores for institutional reforms (according to EBRD-scoring matrix) values of potential inward FDI 
concluding remarks
Recent evidence on the negative impact of the global economic crisis on FDIflows and weak prospects for their recovery in the medium term, have challenged the concept of economic growth that prevailed in Eastern Europe. It included market expansion through economic integration, growth of external debt, and FDI inflows related to privatization projects. Regarding the changes in the world FDI flows and search for the new investment opportunities, both by economic activity and host economies, the role of FDI as an engine of local economic growth will be challenged in the future.
The results of the empirical analysis showed that both "gravity-type" factors, and factors based on increasing returns to scale, can offer explanation to FDI in Eastern Europe. This means that market size, trade openness and geographical proximity between countries have had a strong impact on bilateral FDI-flows. Such an outcome is reasonable considering the period of the analysis. The initial years of transition and the opening up of new business opportunities on markets traditionally scarce in capital have made size of domestic market, international trade relations and opportunities for participation in privatization projects the main factors for attracting FDI. Contractual relations with the EU have proven relevant and helped the advanced transition countries to receive additional direct investment. Variables based on increasing returns to scale have revealed somewhat more sophisticated explanations according to which similarities in the level of development, as well as in the degree of correspondence in income between countries, have positively influenced bilateral FDI flows. With respect to this, it was shown that foreign direct investments made during the 1990s and afterwards were horizontal and searched primarily for expansion on new markets.
Although policy implications of the paper are not straightforward, understanding factors behind FDI-flows should help policy makers in designing strategies for attracting new FDI. The estimated values of potential FDI in Croatia reveal that a further increase in inward FDI can be achieved only upon realization of further economic growth and increasing trade openness which includes integration with the EU 15 . Hence, efforts in the field of policy-making should be concentrated on creating conditions for sustainable economic growth, thus reducing the development gap towards potential FDI-home countries. These findings are in line with the "threshold analysis" by Demekas et al. (2007) according to which Croatia, as a medium-developed country, should increasingly concentrate on market size (including free access to the EU market) and macroeconomic stability, while in the future, attention should be given to factors determining competitive production costs like corporate taxes, exchange rate and productivity, as the main location factors for FDI. The pure "gravitational factors" that determined FDI-flows so far will probably cease to do so in the future, with the further development of transition countries. However, further research in that respect will be useful, as well as some refinements of the presented analytical model. These might include separation of FDI by type (greenfield vs. brownfield, and non-privatization-related) and by sector, as well as broader selection of institutional variables, not only the transition-specific ones, but also those which describe quality of the internationally competitive business environment. The analysis of cost-related factors as determinants of inward FDI presents an additional field for future research for the SEEC and Croatia alike. The global recession demonstrates, in light of the above, the importance of sustainable economic growth as the main precondition for increasing a local economy's absorption capacity for new FDI. This conclusion agrees well with the concept of increasing returns to scale and similarities in levels of development as a driving force behind international investment.
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